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Problems of Report Writing 
B Y RICHARD H . GROSSE 
P A R T N E R , P ITTSBURGH O F F I C E 
Presented before the Pennsylvania State University 
Accounting Study Conference, University Park — July, 1955 
INTRODUCTION 
In the A p r i l 1955 issue of The C . P . A . , John L. Carey, Executive 
Director of the Amer ican Institute of Accountants, made this statement: 
"Loca l accounting f i rms sometimes lose clients who have to turn 
to big-ci ty banks for financing. One reason is that big-ci ty bankers, 
being human, l ike to have the audits made by accountants whom they 
know. One way to get to know big-ci ty bankers is to go to see them. . . 
"Another way to be known is by reputation, and this depends 
mainly on the quality of work done. There is a fa i r ly widespread belief 
among big-city bankers that smal l local accounting f i rms do not adhere 
to the highest auditing standards. This is unfair to the great number of 
fine local f i rms that adhere to the best pract ices. But the bankers 
point out that the larger number of qualif ied opinions and nonopinion 
reports come from smal ler f i rms. Such reports, of course, are not 
necessari ly in violation of generally accepted auditing standards, but 
the bankers say nevertheless that they are not as useful as unqualified 
opinions. They would prefer to have the audits made by accounting 
f i rms that wi l l not accept l imitations on the scope of their audit. 
"One way a C P A can improve his standing in the eyes of bankers 
is to persuade his clients to remove l imitations on the scope of his 
audits, so as to permit unqualified opinions on f inancial statements 
submitted for bank credit purposes. In this, local bankers should be 
wil l ing to cooperate by urging their customers who are also clients of 
the C P A not to restr ic t the scope of the C P A ' s examination - as recom-
mended by the Robert Mo r r i s Associates in the pamphlet "F inanc ia l 
Statements for Bank Credit Purposes. " 
" C P A s who get acquainted with big-ci ty bankers, and who can 
demonstrate that they adhere to the highest standards of auditing, w i l l 
be doing a great serv ice, not only to themselves, but to their cl ients, 
and to the bankers as we l l . " 
I felt that this statement was an appropriate introduction to my 
subject because the planning committee has announced that this A c -
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counting Study Conference should be designed so as to be of part icular 
interest and benefit to members and staff of smal ler f i rms and local 
practit ioners. 
Even though I have not been asked to discuss means and methods 
of persuading clients to remove limitations on the scope of audits I cannot 
resist the temptation of making this comment - no matter how wel l -
prepared and interesting your report may be it loses much value if it 
contains a qualif ied opinion, and a nonopinion report in many cases is of 
very litt le value. When a C P A renders a qualified opinion or a non-
opinion report he makes at least three people unhappy - the client, the 
banker, and the C P A . Usually, l imitations on the scope of audits can be 
removed if the C P A is wi l l ing to take the initiative in arranging for a 
frank discussion of the problem with the client and his banker. 
In my discussion this morning I w i l l f rom time to time refer to 
rules, regulations, and decisions of the Securit ies and Exchange Com-
mission. Many of you may feel that just because you have smal l clients 
who do not report to the S . E . C . you need not be concerned with such 
rules, regulations, or decisions. However, many smal l companies be-
come large companies in a short period of time, which in turn results 
in public financing. Furthermore, in the preparation of accounting r e -
search bulletins and statements on auditing procedure by the respective 
committees of the Amer ican Institute of Accountants serious consider-
ation is given to this important governmental body. Fo r example, in the 
Codification of Statements on Auditing Procedure the following state-
ment appears: 
"Twenty-four statements have been published during the past ten 
years. The f i rs t dealt with extensions of auditing procedures with re -
spect to inventories and receivables, a subject of intense public interest in 
the 1930's. Another, ar r ived at after long discussion with the Securit ies 
and Exchange Commission and the Committee on the Stock L is t of the New 
York Stock Exchange, sponsored an approved form of short-form report." 
L O N G - F O R M R E P O R T CONTENT 
L IABIL ITY WITH R E S P E C T TO 
S U P P L E M E N T A R Y DATA 
Most of us have no problem in obtaining copies of published cor-
porate annual reports to stockholders in order to keep abreast of the 
various types of f inancial statements presented, the form thereof, the 
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terminology therein, and the accounting treatment accorded the trans-
actions and items reflected in such statements. In addition to the re -
ports themselves you are undoubtedly aware that the research depart-
ment of the Amer ican Institute of Accountants for the past eight years 
has analyzed 600 corporate annual reports and publishes its findings 
each year in book form under the title of "Accounting Trends and Tech-
niques." This book is invaluable in writ ing short- form and long-form 
reports. 
In 1953 the research department of the Amer ican Institute of A c -
countants published the booklet " Long -Fo rm Report P rac t i ce . " The 
booklet represents an analysis of 52 long-form reports including se-
lected excerpts and reproductions of five complete reports, and fur-
nishes a wealth of mater ia l as to what is current pract ice. 
A word of warning, however, is in order because the Institute does 
not endorse these materials as models. A s a matter of fact, it is re -
cognized that in some instances the procedures reflected in the speci -
mens do not conform to the recommendations of Institute committees. 
The wording used may not always be the best, nor is the description of 
audit procedures always what would be considered ideal. In summary, 
the materials are presented as i l lustrations or examples and not as 
models. Among other things, it should be helpful to accountants who 
may feel a need for some variety or innovations in their own long-form 
reports. 
Now, we could spend many interesting hours today discussing 
"Trends and Techniques" and "Long -Fo rm Report P rac t i ce , " and as a 
result develop, although I doubt it, a standardized form for long-form 
reports. However, we a l l recognize that the content of any part icular 
long-form report is a matter of professional judgment. 
Rather than attempt to devise a standardized form for long-form 
reports today I should l ike to enter a more controversial area which 
ar ises part icular ly in those instances in which we render a short- form 
report and a long-form report. In addition to discussing "Long-Form 
Report Content" you wi l l note that in the outline that was given to you 
the planning committee suggested that I also discuss "L iab i l i ty With Re-
spect To Supplementary Data" and "Consideration of Mater ial i ty In Re-
lation To Disc losure. " I believe a l l of these subjects are related and 
wi l l be affected if we begin our discussion by asking ourselves the fo l -
lowing question: 
Could the accountant be accused of rendering a short- form re-
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port that is misleading due to inadequate disclosure because it 
does not include certain data contained in the long-form report? 
There have been instances where clients have asked their ac-
countants to prepare a short- form report for credit grantors and a 
long-form report for management only. The long-form report includes 
comments and data, which, in the opinion of the accountant, are inter-
esting and important to management but not necessari ly of material 
importance to the reader of the short- form report. Or to state it 
another way, once again in the opinion of the accountant, the lack of 
detail in the short- form report does not make it misleading as a fair 
presentation of f inancial position or operations. However, there is the 
danger that subsequent events may lend new significance to certain de-
tai ls which were considered not material at the time the two reports 
were issued. A case on record wi l l emphasize this point. A short-form 
report was furnished to a group of bankers and thirty days later a single 
copy of a long-form report was submitted to management only. The fact 
that the long-form report was dated thirty days later than the short-
form report would probably not seem unusual to most of us. However, 
in this case the court seemed to attach evi l significance to this fact 
alone. The important thing is that the long-form report was considered 
to be written evidence of what the accountant knew at the time he sub-
mitted his short- form report. 
The long-form report included an analysis of accounts receivable 
which showed that a large group of accounts had a relatively high ratio 
when the uncollected balances were compared with the annual sales in 
those accounts. That ratio was indicated to be 125%. In the long-form 
report for the previous year a s imi la r ratio of 65% had been commented 
upon by the accountant as indicating "probably excessive or slow-mov-
ing inventories." That comment was offered as evidence of the thinking 
of the accountant with respect to the significance of the even higher 
ratio in question and it was offered in evidence to support the contention 
of the plaintiffs that the accountant knew or should have known that the 
reserves were inadequate, that he had reported this vital information 
to management, but that he had withheld it f rom the credit grantors who 
had rel ied upon the accountants to make ful l disclosure. 
The danger in the foregoing situation could probably have been 
minimized if it were known that a long-form report was to be issued 
that it be the only report rendered. Or, where it is necessary to issue 
two reports, perhaps each report should bear the same date, and perhaps 
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we should insist that they be reviewed in conjunction with each other and 
released at the same time. 
A variation of the foregoing problem arose in another case where 
there were three reports - a short- form report to stockholders, a long-
form report to management, and a Fo rm 10-K to the Securities and E x -
change Commission. In this case the S .E .C . contended that the Fo rm 10-K 
was misleading because it omitted mater ial facts known to the accountant 
as evidenced by the more detailed and descriptive information relating 
to certain assets as shown on the long-form report to management. 
Now, suppose we ask ourselves another question: 
Could any of the comments or supplementary data in the long-
form report be construed to be qualifications or exceptions 
instead of mere explanations? 
A case on record indicates that both the short- form report and the 
long-form report included balance sheets that were substantially identi-
cal . However, the following footnote which appeared on the balance sheet 
in the long-form report did not appear on the balance sheet in the 
short- form report: "Th is balance sheet is subject to the comments con-
tained in the letter attached to and made a part of this report." 
In the light of a l l the evidence that was introduced in this case, the 
court concluded that the foregoing footnote constituted a qualification by 
the accountants. This decision, of course, placed the accountant in the 
unenviable position of having rendered a long-form report with a qual-
if ied opinion and a short- form report, containing substantially the same 
balance sheet, with an unqualified opinion. There is always the danger 
that it might be argued that the comments in the long-form report were 
so material and significant that they constituted qualifications so serious 
in nature that there should have been a denial of opinion. Such a finding 
would, of course, be stressed even more in the light of hindsight wisdom 
which everyone has at a later time when the accountants' work is being 
reviewed and judged. It is interesting to note that it is s t i l l current 
practice to make financial statements "subject to" accompanying com-
ments. This is evidenced by one of the specimen long-form reports 
contained in "Long-Form Report P rac t i ce " which I mentioned before. 
This note "Accompanying and forming part of our report of February 7, 
1950 and subject to the comments contained therein" appears on Exhibit 
A (Balance Sheet), Exhibit B (Surplus Statement), Exhibit C (Profit and 
Loss Statement), Exhibit E (Selling and General Expenses), Schedule 1 
(Changes In Fixed Assets and Reserves), Schedule 2 (Statistical State-
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ments of Salaries and Wages Expense), and Schedule 3 (Statistical State-
ments of Taxes Expense). Why it was omitted from Exhibit D (Com-
parative Cost of Sales Statement) i s not c lear. 
We could also ask ourselves another question pertaining to long-
form reports, regardless of whether or not a short-form report has 
been rendered: 
Does the report contain unaudited data and could we be accused 
of violating Statement on Auditing Procedure No. 23 because we 
do not make adequate disclosure of the absence of audit with 
respect to such data? 
I understand that the technical session yesterday afternoon cov-
ered the subject "Applications of Auditing Procedure Bulletin No. 23" 
and undoubtedly you have already answered the question I have just 
asked. I should, therefore, l ike to make only one observation. It would 
appear that if the long-form report contains certain details, statistics, 
and other supplementary data on a basis where the accountant does not 
intend to assume the same responsibil i ty as he does with respect to the 
regular f inancial statements, there should be some clearly worded ref-
erence which would in effect be a d isc la imer of responsibil ity, con-
sistent with the scope of his audit. If this is not done, it may be argued 
that the accountant has included unaudited material in his report without 
adequate disclosure of the absence of such audit. 
As I stated at the beginning of this discussion the three questions 
I posed would lead us into controversial areas. Clients and bankers 
wi l l continue to expect accountants to render long-form reports, and 
accountants, of course, wi l l comply with such requests. The profession 
has come a long way in adopting the standard short- form certif icate, 
but apparently there is much work to be done in order to make our long-
form reports conform to present-day concepts of legal responsibil ity. 
I cannot over-emphasize the importance of reading and studying 
the book "Accountants' Legal Responsibi l i ty" by Saul Levy which was 
published by the Amer ican Institute of Accountants in 1954. Fami l iar i ty 
with the facts and the law involved in the cases included in this book wi l l 
serve to give the accountant a much better understanding of the legal 
responsibi l i ty inherent in the practice of public accountancy. 
CONSIDERATION OF M A T E R I A L I T Y IN 
R E L A T I O N TO DISCLOSURE 
We have already discussed some of the problems which may con-
front the accountant when additional data in a long-form report is not 
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included in a short- form report. Naturally, we are only concerned with 
items which have material significance. Material i ty is not easy to de-
fine. However, it may be in order at this time to review some of the 
rules and opinions issued by the Securit ies and Exchange Commission 
and the Committee on Accounting Procedure of the American Institute 
of Accountants. Rule 3.01 of Regulation S-X provides that "F inanc ia l 
statements may be f i led in such form and order, and may use such 
generally accepted terminology, as w i l l best indicate their significance 
and character in the light of the provisions applicable thereto." How-
ever, it should not be overlooked that in some cases information should 
be submitted in addition to that technically cal led for. In this.con-
nection Rule 3.06 says that "The information required with respect to 
any statement shall be furnished as a minimum requirement to which 
shal l be added such further material information as is necessary to 
make the required statements, in the light of the circumstances under 
which they are made, not misleading." 
Rule 3.02 deals with items not mater ial , and says that "If the 
amount which would otherwise be required to be shown with respect to 
any item is not material , it need not be separately set forth in the 
manner prescr ibed." The term "mater ia l " is defined in Ar t ic le 1 of 
the Regulation as follows: "The term 'mater ia l , ' when used to qualify a 
requirement for the furnishing of information as to any subject, l imits 
the information required to those matters as to which an average pru-
dent investor ought reasonably to be informed before purchasing the 
security registered." A material fact has been defined by the Commis-
sion (in connection with a stop order issued in March 1934) as " a fact 
which if it had been correct ly stated or disclosed would have deterred or 
tended to deter the average prudent investor f rom purchasing the secur i -
ties in question." Decision as to whether or not a given item is material 
should be made in the light of the circumstances of individual cases. 
In the introduction to Accounting Research Bulletin No. 43 issued 
in 1953 by the Amer ican Institute of Accountants the following statement 
appears: "The committee contemplates that its opinions wi l l have ap-
plication only to items material and significant in the relative c i rcum-
stances. It considers that items of l itt le or no consequence may be 
dealt with as expediency may suggest. However, freedom to deal ex-
pediently with immaterial items should not extend to a group of items 
whose cumulative effect in any one financial statement may be material 
and significant." 
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In Chapter 8, on Income and Earned Surplus,of Bullet in No. 43 this 
statement is emphasized: "It is the opinion of the committee that there 
should be a general presumption that a l l items of profit and loss re -
cognized during the period are to be used in determining the figure re -
ported as net income. The only possible exception to this presumption 
relates to items which in the aggregate are material in relation to the 
company's net income and are c lear ly not identifiable with or do not 
result f rom the usual or typical business operations of the per iod." 
This statement is followed by a l is t of examples of extraordinary items. 
A discussion of material i ty and disclosure inevitably leads to the 
subject of footnotes. Footnotes are an integral part of the financial 
statements to which they are appended, and as such are the represen-
tations of the client. Their purpose is to give such additional informa-
tion regarding the items in the accounts as seems appropriate f rom the 
point of view of material i ty. While the footnotes are part of the re -
presentations of the client, they are covered by the accountant's cer t i -
ficate, and therefore it is necessary for the accountant to satisfy h im-
self as to their correctness and to assure himself that they are clear 
and that they disclose a l l material facts. As accountants we must differ-
entiate footnotes which are purely explanatory of the financial state-
ments, in the interest of setting forth facts material to the consideration 
of such f inancial statements, f rom those which are designed to show 
treatment contrary to good accounting pract ice, the transactions in-
volved in which, if properly treated in accordance with accepted ac-
counting pr inciples, would mater ial ly change the results shown by the 
f inancial statements. Matters fal l ing in the group of explanations 
need not be made the subject of qualification in the accountant's cer t i -
ficate. However, matters fal l ing in the second group should be properly 
qualified in the cert i f icate, stating specif ical ly, if practicable, what 
would be the effect of treating such transactions in accordance with ac-
cepted accounting pr inciples. 
In attempting to persuade your client to add footnotes to the f i -
nancial statements it is sometimes helpful to point out that disclosures 
which are made only in the accountant's certi f icate probably do not pro-
tect the directors and off icers. 
In connection with the matter of footnotes generally, it is important 
that consideration be given to Securit ies and Exchange Commission A c -
counting Series Release No. 4 to the effect that where f inancial statements 
f i led with the Commission are prepared in accordance with accounting 
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principles for which there is no substantial authoritative support, such 
statements w i l l be presumed to be misleading or inaccurate despite d is-
closures contained in the certif icate of the accountant or in footnotes to 
the statements, provided the matters involved are mater ial . 
Now some of you may be disappointed because I have not given you 
a formula or set of rules whereby you would be able to determine 
whether an item is mater ial or significant and therefore requires d is-
closure. But I doubt that any formula or set of ru les can be devised 
which w i l l take the place of the accountant's professional judgment. In 
an art ic le appearing in the February 1954 issue of the Journal of A c -
countancy, Sam M. Woolsey, Assistant Professor of Accounting of The 
University of Texas, stated that a definite need exists for the develop-
ment of c r i te r ia to guide the accountant's application of judgment. His 
art icle was based on a survey designed to reveal the basis used by more 
that 100 f i rms and individuals in answering the question of how mater i -
ality should be determined. I recommend his art ic le as interesting 
reading. He ends his art ic le with this statement: "The last and most 
significant point is that personal judgment must remain the vi tal element 
in making decisions on mater ia l i ty." 
Before concluding my discussion on material i ty and disclosure I 
should l ike to touch upon one other phase of this subject. There are 
s t i l l some companies which lean towards highly condensed financial 
statements, especial ly as regards operations. 
A s to the balance sheet, the accountant has the responsibil i ty to 
see that sufficient detail and explanation are given so that the statement 
can be considered a fa i r presentation of the f inancial position. The 
degree of condensation should not be so great as to conceal something 
which manifestly should not be concealed. The captions should not be 
so brief as to be not understandable. The items should be appropriately 
classif ied, and current position should be shown. Contingent l iabi l i t ies 
and s imi la r matters should be disclosed. 
As to the income statement, it now is c lear ly the exception in the 
United States to omit f igures as to sales and costs and expenses. How-
ever, if a client wishes to present an income statement which starts at 
profit f rom operations, or net income before depreciation, taxes, etc., 
we cannot force him to do otherwise. But in such a case we cannot very 
well say that in our opinion the statement is a fa i r presentation of the 
operating results. Reporting practice has reached a point where show-
ing volume is generally considered necessary to fu l l disclosure. A c -
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cordingly, in giving a certif icate to a cl ient 's f inancial statements in any 
case where the operating statement does not do this, we should vary the 
language in the opinion paragraph. We should say in such a case, sub-
stantially, that in our opinion the statement presents fa i r ly , in con-
densed form, o r in summarized form, the operating results, or that it 
presents fa i r ly a condensation of the operating results. In other words, 
the accountant should reserve the standard short- form report for use in 
those cases where the financial statements meet the customary stand-
ards of corporate reporting. 
T R E A T M E N T O F P O S T - B A L A N C E SHEET E V E N T S 
Every accountant who issues a report should certainly be thor-
oughly fami l iar with Statement on Auditing Procedure No. 25 issued by 
the Committee on Auditing Procedure, Amer ican Institute of Account-
ants, in October 1954. 
A better title for this subject would probably be "Events Sub-
sequent to the Date of Financial Statements or Examination Pe r i od , " 
because we naturally should be concerned with events that affect the in -
come statement as wel l as the balance sheet. 
In considering this subject four questions should be asked: 
1. What kind of subsequent events require attention? 
2. With what subsequent period should we be concerned? 
3. How should subsequent events be dealt with in the report? 
4. What procedures should we follow in order to obtain knowledge 
of subsequent events ? 
A s we are pr imar i l y concerned this morning with problems in 
report writ ing I shal l omit the last question. I shall also attempt to 
keep to a minimum my comments with respect to registration state-
ments. 
In general, we are p r imar i l y concerned with those events which 
occur subsequent to the date as of which the financial position is being 
reported in the balance sheet, or the close of the period or periods for 
which the results of operations are being reported in the income state-
ment, and which have or might have a mater ial effect on the financial 
position shown in that balance sheet or on the results of operations 
shown in that income statement. 
In case of doubt it probably is preferable, in preparing a report, 
to include reference to a given happening than to omit it. On the other 
hand, it is undesirable to include extraneous material in a report, or 
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there is always the danger that inclusion of a given item in one report 
may raise a question as to the omission of a s im i la r item f rom another 
report. 
There are many subsequent happenings which do not affect the 
accounts directly, such as a change in management, loss of an important 
customer or source of supply, and major changes in products or serv-
ices. Ordinar i ly, such items need not be covered in the financial state-
ments or the related notes, although in a registration statement under 
the Securit ies Act of 1933 they might, in some circumstances, require 
mention or reference in the summary of earnings or notes thereto. 
At the opposite extreme are happenings which should be reflected 
in the financial statements by appropriate adjustment or otherwise. The 
bankruptcy in January of an important debtor whose account previously 
had been considered collectible, or receivables of substantial amount 
subsequently found to be in dispute, would have to be taken into account 
in considering the adequacy of the reserve for doubtful receivables a; 
of the preceding December 31; the settlement of a tax controversy in 
January would have a bearing on the tax accrual as of the preceding 
December 31; and so on. 
Between the two extremes there is a group of subsequent hap-
penings which directly affect the accounts but which ordinar i ly would 
be recognized at some time in the future. Some of these items have 
measurable effects which usually require disclosure in the financial 
statements, either by way of parenthetical expression opposite state-
ment captions or in notes to the financial statements. Subsequent hap-
penings such as the following should generally be noted: the disposal 
of an important investment or other capital asset, or the acquisition of 
a new one; the collection of a substantial amount of insurance on the 
life of a deceased off icer; an important f i re loss or s imi la r casualty; 
the establishment of a pension or prof i t-sharing plan; changes in capital 
structure. Other items may have effects which cannot be forecast 
with accuracy and as to them the degree of disclosure would seem to de-
pend upon the circumstances of part icular cases. A s i l lustrations of 
the latter type of subsequent happenings there may be mentioned changes 
in pr ice structure or wage rates. 
With what subsequent period should we be concerned? Theo-
retical ly, it would be desirable to f ix the date as that on which the ac-
countant del ivers his report, but this is seldom possible in practice. 
As a general rule our investigation should be carr ied down to the time 
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of completion of the f ie ld work on the audit; the certif icate and report 
should be dated as of that t ime; and there should be no greater lapse of 
time between the completion of the f ield work and the rendition of 
the report than is reasonably required for the review and typing of the 
report. 
Subsequent happenings may be dealt with in the report in any one 
of several ways. In those cases where it is appropriate to adjust the 
financial statements, this should be done. Beyond that, disclosure may 
be made by parenthetical expression in the financial statements, or by 
means of notes (including notes which merely refer to captions or the 
summary of earnings in a prospectus, or to the text of the president's 
letter in a published report, etc.); it may be found sufficient to see that 
the matter is mentioned in the text of the president's letter, without re -
ference thereto in the notes to the financial statements. In extreme 
cases it may be necessary for the accountant to mention such matters 
in his cert i f icate. 
In furnishing additional copies of a previously issued report State-
ment No. 25 states that, generally, such reports may be furnished if 
they are identical in appearance and identical as to date, without fur-
ther investigation or inquiry as to events which may have occurred 
between the date of issuance of the init ial report and the request for 
additional copies. The bulletin goes on to say, however, that in some 
unusual case it may be undesirable to deliver fresh copies of a report 
such as where a radical change has occurred in the circumstances of 
a company's existence which has come to the attention of the auditor 
subsequent to the issuance of the or iginal report. In such cases it may 
be appropriate, however, to issue a revised report stating that it is 
currently submitted under the circumstances or conditions existing at 
the time of f i rs t issuance but with an accompanying disclosure relating 
to the change. 
Statement No. 25 also states that, in those situations where the ac-
countant submits a long-form report subsequent to the issuance of a 
short- form report, many accountants give the long-form report 
the same date as the short- form report. This is done for the purpose 
of removing any intimation that further audit work has been done. In 
some cases the long-form report is dated at the time of issuance and 
bears such date with the added words "as of (date)," which latter date 
is the date of the short- form report. It may also be desirable that the 
comments in the long-form report contain reference to the issuance of 
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the ear l ier dated short- form report with proper notation that the sub-
sequent report is based on the work then performed. 
DISCLOSURE O F OWNERSHIP OR 
OTHER FINANCIAL INTEREST 
The rules of professional conduct of the Amer ican Institute of A c -
countants state in part as follows: 
" A member shal l not express his opinion on financial statements 
of any enterprise financed in whole or in part by public dis-
tribution of securi t ies, if he owns or is committed to acquire 
a f inancial interest in the enterprise which is substantial either 
in relation to its capital or to his own personal fortune, or if 
a member of his immediate family owns or is committed to 
acquire a substantial interest in the enterpr ise." 
Obviously we have no problem of disclosure in reports containing 
financial statements of any enterprise financed in whole or in part by 
public distribution. The rule seems quite clear that a C P A wi l l not be 
considered to be independent if he has a financial, interest in the enter-
prise which is substantial either in relation to the capital of the enter-
prise or in relation to his own (including his immediate family) fortune. 
However, the rule continues, as fol lows: 
" A member shal l not express his opinion on financial statements 
which are used as a basis of credit if he owns or is committed 
to acquire a financial interest in the enterprise which is sub-
stantial either in relation to its capital or to his own personal 
fortune or if a member of his immediate family owns or is 
committed to acquire a substantial interest in the enterprise, 
unless in his report he discloses such interest." 
According to this part of the rule an accountant may express his 
opinion on financial statements which are used for credit purposes (but 
not of publicly financed enterprises provided his report discloses his 
financial interest in the enterprise. 
Rule 2.01 of Regulation S - X s t i l l provides as follows: 
"The Commission w i l l not recognize any certi f ied public ac-
countant or public accountant as independent who is not in fact 
independent. Fo r example, an accountant w i l l not be considered 
independent with respect to any person, or any affiliate thereof, 
in whom he has any financial interest, direct or indirect, or 
with whom he is , or was during the period of report, connected 
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as a promoter, underwriter, voting trustee, director, officer, 
or employee." 
It should be noted that the above rule is much more stringent in 
that it refers to any financial interest whereas the Institute refers to 
substantial interest. The Commission has made it c lear that the cer -
tifying accountant must be an "independent" cert i f ied public accountant 
or public accountant. It is not always possible to determine when the 
certifying accountant has a f inancial interest in the client. Usually it 
is a question of fact to be resolved on the circumstances of the part ic-
ular case. Some i l lustrations may help. Fo r instance, the Commission 
has ruled that a certifying accountant is not independent, if he takes an 
indemnification agreement f rom a client; that an accountant who had 
more than 1% of his personal fortune invested in a client was not in -
dependent; and that an accountant who had attempted to obtain financing 
for a cl ient 's building project was a promoter and so not independent. 
Many other rulings on the question of independence have been 
published by the Commission. I should l ike to mention only two cases 
because of their part icular interest to the smal l practit ioner:* 
"The accounting f i rm that cert i f ied the financial statements of a 
part icular registrant had in the past followed the practice of 
drawing up the monthly journal records of the company f rom 
underlying documents that had been prepared by the registrant's 
staff. These journal records were posted to the appropriate 
ledgers by the certifying accountants. At the end of the year 
the audit engagement was undertaken by personnel of the cer -
tifying accountant that was not connected with the original rec-
ording of the accounting data. Held, the accounting f i rm could 
not be considered independent for the purpose of certifying the 
financial statements of this registrant." 
" A smal l loan company kept its accounting records on a cash 
basis. The pr imary records of the company consisted of daily 
cash reports that were prepared by the cashier and signed by 
the manager. The accountant who cert i f ied the financial state-
ments of this company took no part in the preparation of these 
basic records. However, he did audit these cash reports each 
month and then proceeded to enter the totals in a summary 
record which he in turn posted to the general ledger. The cer -
*Accoun t ing Ser ies R e l e a s e N o . 47, Items 19 and 20, Secur i t i es and Exchange Commiss ion , 1944. 
225 
tifying accountant also made adjusting journal entries each 
month with respect to insurance, taxes, depreciation, and s i m i -
la r items. The company was smal l and did not require the 
services of a ful l- t ime bookkeeper. The certifying accountant 
devoted about one day a month to the c le r i ca l or bookkeeping 
tasks described above. Held, the accountant could not be con-
sidered independent for the purpose of certifying the financial 
statements of this registrant." 
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